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CORPORATION TAX

HIGHLIGHTS
e Minimum Tax $800 per year; except for new corgiorss.
* Revenue* 2007-08 (Actual) $11.8 billio
2008-09 (Estimate) $10.2 billion
2009-10 (Estimate) $10.4 billion
» Estimated Number of
Returns Filed** 1,173,000 in 2008
* Administration Franchise Tax Board (FTB)

*Source: Governor's 2009-10 Proposed Budget Suspnmar
**Franchise Tax Board

1 WHO PAYSTHE CORPORATION TAX

Thecor poration tax applies to all corporations that earn income aetifrom or
attributable to sources in California, except iasiwe companies. Professional
corporations, associations, certain trusts, pastnes and limited liability company(s)
(LLCs) electing to be taxed as corporations, baaksd,financial institutions such as
savings and loan associations (thrifts) pay taxeuthe Corporation Tax Law.

Nonprofit organizations are exempt from the corporatax, except for income that is
unrelated to their exempt purpose (see Sectiorf itfisochapter).

Insurance companies are exempted from the corpartak (and most other state and
local taxes) pursuant to the state Constitutiorstelad, insurance companies are subject
to a state gross premiums tax. (See Chapter 3@soReference Book for more
information on the Insurance Gross Premiums Tax.)

Additional discussion about which corporations subject to the corporation tax is

provided in Section 3 below, entitled "Three Sepmaiaxes Comprise the Corporation
Tax."
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2. CALCULATION OF THE CORPORATION TAX

Taxpayers compute their tax liabilities based @ome earned during the year. The year
may be either a calendar year, or a fiscal yeamgenting in any month except January
as specified by the taxpayer.

A brief summary of how tax is computed is as fokowl axpayers must add up all
sources of non-exempt income and subtract totalatemhs to which they are entitled,
thereby arriving at "net income". They then apply 8.84% tax rate to net income to
determine the tax. Certain tax credits are alloteegtduce this tax, dollar for dollar.
Also, corporate taxpayers may be liable for theralitive minimum tax.

The California corporation tax is similar, but mdé¢ntical to, the federal income tax on
corporations. Major differences are identifieddvel

When corporations do business both within and datef California, it is necessary to
determine what portion of total corporate incom&isable by California. This is done
by means of formula apportionment, which is desatilm Chapter 2D, entitled
"Determining the Income of Multistate and Multiratal Corporations"”.

Refer to Chapter 2B on the Personal Income Tafufther information on taxes
imposed on unincorporated businesses.

3. THREE SEPARATE TAXES COMPRISE THE CORPORATION TAX
There are three separate taxes levied under theellenbf the state corporation tax:

° Corporation Franchise TaxEvery corporation doing business in California
(regardless of location) is subject to the franehéx. "Doing business"
means "actively engaging in any transaction forgingose of financial or
pecuniary gain or profit”.

The franchise tax is not a tax on income. Raihés,a tax for the privilege of
doing business in California measured by net incearaed in California.
Until changed by the Legislature in AB 1843 (Ackamj Chapter 862,
Statutes of 2000, a corporation paid the privilegefor conducting business
in the current year based upon (measured by) ttpopation's income in the
preceding year. As amended, the law requires@ocation to pay tax for the
privilege of conducting business in this statetfa current year based upon
(measured by) the corporation's net income focthreent year.

The majority of corporations taxed by Californiayphe franchise tax.
¢ Corporation Income TaxCorporations deriving income from California

sources but not sufficiently present to be clasdifis "doing business” in
California are subject to the corporation income ta

50



CHAPTER 2C
CORPORATION TAX

This tax is nearly identical to the franchise t#8ecause it is an income tax,
however, interest from tax-exempt United Statesif@aia, or California
municipality obligations is not included in incomAlso, corporations are not
subject to the minimum franchise tax.

The most common situation where the corporationnme tax is applied
rather than the franchise tax is where a corparaijgerates in California
through an agent or by using traveling salespersmthe corporation does
not have an established presence in the stateth@nbusiness entity
commonly subject to the corporation income tax'ibusiness trust”, which is
a trust established for the purpose of making &tgrather than for mere
conservation of assets).

Very few corporate taxpayers file under the corporaincome tax.

° Bank Tax Banks and financial institutions doing busines€alifornia are
subject to an additional tax (known as the bank, takich is levied in
conjunction with the regular corporation tax. Ttasg is in lieu of personal
property taxes and local business taxes, from whctks and financial
institutions have been exempt since the enactnfeaheaorporation tax in the
1930s.

The bank tax rate is 2% and is designed to be atpntto the average
amount general corporations pay each year in palgoaperty taxes and
local business taxes (see below for a further disiom).

Federal law has a net income tax which appliedl togoorate taxpayers, and does not
have an add-on bank tax rate.

4. TAX RATESAND MINIMUM FRANCHISE TAX

The corporation franchise tax rasethe greater of 8.84% of net income, or the mim
franchise tax.

The_minimum franchise tais $800 and must be paid by any corporation stibjethe
franchise tax with a computed tax liability lesaritthis amount. The $800 minimum
franchise tax is not imposed for the first yeapgporation is in existence. This
corporation would, however, be subject to the 8.84chise tax rate on any net
income.

The corporation income tax rage8.84% of net income. However, the minimum
franchise tax does not apply.

The bank tax ratevhich must be added to the franchise tax ratbémks and financial
institutions, is statutorily set at 2%. Banks swbject to the minimum franchise tax if
their computed tax from the combined corporate pharsk rate is less than $800.
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Federal corporate tax rates range from a low of 1&%high of 35%. There is no
minimum tax in federal law comparable to the ssat@himum franchise tax.

S. INCOME AND DEDUCTIONS

Corporations begin computing their California taxaulding all sources of income,
including income from business activities, dividsnithterest, rents, royalties, gains from
the sale of property, income from the dischargéetdt, and so on. Unlike federal law,
interest from federal, state and municipal obligragi are included in total income under
California franchise tax. For corporations, thare few exclusions from income or
sources of exempt income (unlike those in the peisacome tax).

The corporate tax is measured not by gross incootdyy net income, which is what we
commonly think of as business profit. In orded&iermine net income, corporations are
allowed to deduct specified expenses from grossnmec

The value of a deduction to a taxpayer, measuréerms of tax eliminated, generally
may be estimated by multiplying the deduction by tidx rate. Therefore, the state tax
savings to a corporation resulting from deductirgl 00 expense is $88.40 ($1,000
expense x 8.84% state corporate tax rate).

The most important deductions available to corponatare described below. Unless
noted otherwise, these are generally similar taudoins allowed to corporations in
federal law.

° Trade or Business ExpenseBaxpayers are permitted to deduct the ordinary
and necessary expenses of conducting a trade imelsas Typical deductible
expenses include compensation and fringe benefitsmployees, the
employer's portions of unemployment insurance acthtsecurity taxes,
rent, utilities, advertising, and other similar i@nt costs. Capital
expenditures (that is, those that add to the vatueseful life of property)
cannot be deducted. Rather, they must be depedcigbee Section 7 below.)

° Taxes Corporations may deduct real and personal ptppexes. Local,
state, federal, and foreign income or profits taaesnot deductible. Sales
taxes are also generally deductible; however, saless incurred in the
process of manufacturing or constructing properixginbe capitalized into the
value of the property.

° Interest In general, corporations may deduct all intepastl or accrued on
business debts. While generally in conformity weteral law, California
applies special rules to determine the interesées@ of multistate and
international corporations.

° Meals, Travel, Entertainment, and Private Club Fges Meal, travel, and
entertainment costs are 50% deductible. Certaiwexation and cruise ship
expenses are subject to special limitations. Qali& conforms to the federal
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denial of club dues deductions.

° Charitable ContributionsCorporations may deduct the value of contrimgio
to charitable or nonprofit organizations. The maxim deduction is 10% of
net income; excess contributions may be carried tovehe next five
succeeding taxable years. Deductions for contohatof appreciated
property (property that has increased in valuepaereerally limited to the
basis (cost) of the property.

Various other (more specialized) deductions ardata to corporations. Some of these
deductions are described below.

6. DIVIDENDS RECEIVED DEDUCTION

Under present law, dividends received from genawgborations may be eliminated if the
corporation is a member of the taxpayers combiited fgroup.

Prior California law allowed corporate taxpayeriadend received deduction (DRD)
for dividends received from corporations that weoé part of the taxpayer's filing group.
The purpose of the DRD was to avoid double taxaiyp&alifornia on income reported
at the corporate level. The payor of the dividbad to pay California tax on the income
from which the dividend was paid. Without DRD eé]ithe corporation receiving the
dividend included the dividend in income.

The DRD was computed as a percentage of the didgleteived; the percentage varied
depending upon the taxpayer's ownership interetsteipayor corporation and whether
the income of the payor corporation was subje@atbifornia income or franchise tax.
The DRD was authorized for payments made by gewgergbrations in Revenue and
Taxation Code (R&TC) Section 24402; the DRD wasarized for payments made by
an insurance corporation in R&TC Section 24410.

The courts declared R&TC Sections 24402 and 244k@ichinatory against non-
Californian businesses and, therefore, uncongiitati [See Farmer Bros. Co. v.
Franchise Tax Boar(?003) 108 Cal.App."976, cert. denied 540 U.S. 1178, and
Ceridian Corp. v. Franchise Tax Bog&000) 85 Cal.App.®875 (modified 86 Cal.App.
4™ 483).] The FTB, with concurrence from Legislat@eunsel, holds that for taxable
years beginning after December 1999, neither cedtos provides a DRD.

In 2004, the Legislature responded to the Ceridiezision with AB 263 (Oropeza),
Chapter 868, Statutes of 2004. For taxable yesgmhing on or after January 1, 2004,
corporations are allowed an 80% DRD (85% beginmrig009) for dividends received
from 80% or greater owned insurance companiethelfnsurance company is
overcapitalized (stuffed), the 80% DRD is phasedbased on a "premiums received to
total income earned" ratio. For years beginningigeJanuary 1, 2004, the taxpayer may
elect by March 28, 2004, to have the 80% DRD arabplout ratio apply. If a proper
election is made, for taxable years beginning leef804, the taxpayer may deduct
expenses associated with earning the dividend iecoB 263 also contains other
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provisions addressing transactions between geoerpbrations and insurance
companies.

No legislation has been enacted that amends R&T8dBe24402, which previously
allowed a DRD for dividends received from geneborations.

1. DEPRECIATION AND AMORTIZATION

Depreciation and amortization deductions allow s to recover capital investments
in assets over the useful lives of those assetietlycting reasonable allowances for the
exhaustion or wear and tear of the property. @ea behind depreciation is that, since
capital assets are used over several years, thefcasquisition is similarly deducted
over several years (rather than all at once iryda in which the asset is purchased).

Depreciation and amortization are allowed for propether than land, used in a trade or
business or for the production of income (investipencluding most kinds of tangible
property and improvements to real property, farntdings, machinery and other

physical assets. Intangible assets that may betiaeinclude copyrights, licenses,
franchises, goodwill, and covenants not to comp&epreciation is not allowed for
property used for personal purposes, inventorysanck in trade, land, and depletable
natural resources. (See Section 8 on Depleticowbgl

For corporation tax purposes, California generdtigs not allow use of the federal
depreciation system called the Modified Accelera&edt Recovery System, or MACRS.
Instead, California uses a depreciation systemrgépd&nown as the Asset Depreciation
Range (ADR) system, which is similar to that usetederal law for pre-1981 assets.
The ADR system generally requires the use of longeful lives and fewer accelerated
depreciation methods than would be allowed undefdétieral MACRS system.

Under the ADR system, assets are generally depeeoiver the remaining useful life of
the asset or over a designated "class life". Utldersystem, assets are grouped into
more than 100 classes, and a guideline "life" &mteclass is established. For purposes
of the ADR system, taxpayers may use a straigletdiepreciation or certain rapid
depreciation methods (such as double decliningioalal50% declining balance, sum-
of-the-years-digits, or other consistent method%)e amount that is to be depreciated is
the property's basis, which is typically its costen acquired. Any depreciation that
would be greater than that computed under thegsti-dine method is considered excess
depreciation and is subject to the alternative mum tax.

Effective for taxable years beginning on or aftemnuary 1, 2005 [AB 115 (Klehs),
Chapter 691, Statutes of 2005], the Corporate Teax tonforms to the Internal Revenue
Code (IRC) Section 179 expensing provisions tostmae extent under the Personal
Income Tax Law. That is, a corporate taxpayer witufficiently small amount of
annual investment would be able to elect to dedpdb $25,000 of the cost of qualifying
property placed in service for the taxable yedren of the current law "additional first-
year depreciation” of up to $2,000. The $25,000@m would be reduced (but not
below zero) by the amount by which the cost of dyialy property placed in service
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during the taxable year exceeds $200,000. PriaBd 15, only S corporations (see
Section 10 of this Chapter) were permitted an IRCt&n 179 deduction under the
California tax law.

State law allows taxpayers doing business in gegabnomic incentive areas such as
Enterprise Zones (EZs), Local Agency Military Bé&ecovery Areas (LAMBRAS), and
Targeted Tax Areas (TTAS) to treat the cost of fjedl property as an expense in the

year the property is placed in service in the area.

8. DEPLETION

California closely conforms to federal law in theaof depletion deductions. Depletion
deductions allow owners of natural resources tovecthe costs of the resource as it is
extracted, harvested, or otherwise diminished. |&&m is to the owner of an oil or gas
well or mineral or timber property what depreciatie to the owner of a capital asset.

Depletion deductions are allowed to any taxpayén an economic interest in a property
containing depletable resources. Two alternateeation computations are provided in
both state and federal law. The taxpayer must coenihe depletion amount both ways
and may deduct the larger amount. The two methoels

° Cost Depletion Cost depletion requires the taxpayer to estirtredeyield of
the resource (e.g., 10 million barrels of oil). efhthe cost associated with
extracting the resource is divided by the numbarmitfs. The resulting
guotient is the cost depletion per unit. That amauultiplied by the number
of units extracted and sold during the year deteesithe cost depletion that is
deductible for the year. Each year, the cost lEdise property is reduced by
the amount of depletion deducted for that year tim entire cost basis has
been deducted. At that point, no additional cegtietion is allowed.

° Percentage DepletiorMost depletable property qualifies for this aiege
computation method. However, it is not availaldetimber. Under
percentage depletion, a flat statutorily set pesgmof annual gross income
from the natural resource property is taken asldpdetion deduction each
year. Thus, the deduction bears no relationshthaactual amount of the
resource extracted during the year. However,ahs lset an upper limit on
the deduction of 50% of the taxable income fromptaperty (100% for oll
and gas properties).

9. CARRYOVER OF NET OPERATING LOSSES

Businesses incur "net operating losses” (NOLsja&wmpurposes when allowable
deductions exceed gross income. When deductiengss than gross income, the
business has net income (i.e., shows a profithuginess may show a net operating loss
for tax purposes without incurring actual out-ofket losses, due to the allowance of tax
deductions for items that may not be actual oypaxtket expenses, such as carryforward
of deductions from prior years and depreciation.
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In a year when a business shows a net operatisddo$ax purposes, the business is not
required to pay any corporation taxes beyond themim franchise tax.

Similar to federal law, California law generallyaals businesses with NOLs to carry
over these losses and deduct them against incomecdei future years. For tax years
beginning on or after January 1, 2004, and befaneidry 1, 2008, state law allows the
following NOLSs:

NOL TYPE NOL % ALLOWED CARRYOVER
TO BE CARRIED OVER PERIOD
General NOL 100% 10 Years
Specified Disaster Loss 100% 15 years
Pierce's Disease 100% 9 Years
Economic Development Areas 100% 15 Years

In 2008, the following changes were made to NOLSs:

(o]

NOL deductions are suspended for taxable years 2002009 for a
corporation with net business income subject toofe500,000 or more.
However, deductions for NOL carrybacks from taxaf@ars beginning on or
after January 1, 2011, are allowed.

The NOL carryover period is extended by one yeaNfOLs incurred in
taxable year 2008, and two years for NOLs attribletéo taxable years
beginning before January 1, 2008.

The NOL carryover period is extended to 20 yeardNOLs attributable to
taxable years beginning on or after January 1, 2008

California conforms to the federal NOL carrybaclesufor NOLs attributable
to taxable years beginning on or after Januaryp112with the following
modifications:

An NOL may be carried back only two years. (Federa has special
rules that in some cases, allow an NOL to be achback for a longer
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period).

An NOL attributable to taxable year 2011 is limited60% of the net
operating loss.

An NOL attributable to taxable year 2012 is limited75% of the net
operating loss.

California conforms to the federal carryback pefioda Real Estate
Investment Trusts (REITS) and a corporate equiycton interest loss,
which is zero.

10 TREATMENT OF SCORPORATIONS

"S corporations" are named for a subchapter ofrtddecome tax laws (United States
Code, Title 26, Subchapter S) that grant certarpam@tions special tax treatment.

As defined by federal law, S corporations are daimesrporations with 100 or fewer
shareholders, only one class of stock, no sharetotather than individuals, estates,
trusts, and certain exempt organizations, and me¢@ber of an affiliated group. In
general, S corporations must be involved in arvadtiade or business and are limited
with respect to the amount of passive investmertrime from royalties, dividends, and
interest they may receive. Corporations that rtteete definitions may elect to be
exempt from the federal corporate tax, and inspzess through the corporation's taxable
income to its individual shareholders.

A corporation's California tax status must be t#ma as its federal tax status is. That is,
a corporation that elects to be taxed as an S catipo for federal purposes must be
taxed as an S corporation for California tax pugsosSimilarly, a corporation cannot be
an S corporation for California tax purposes uniebas a valid federal S election in
place.

Once a business elects S corporation status,n®Eie income is taxed at a rate of 1.5%
instead of the normal 8.84%, and credits are lihiteone-third of the C corporation
credit amounts. One hundred percent of the cotioora items of income, loss,

deduction and credits are passed through to thelsblder in accordance with their
respective interests in the corporation.

Federal and state laws permit S corporations to D9@% of another domestic
corporation and to make an election to treat theemlrxcorporation as a Qualified
Subchapter S Subsidiary (QSub). All of the aagegitassets, liabilities, income,
deductions and losses of the QSub are treatecaxtivities, assets, liabilities, income,
deductions and losses of the parent S corporafitye. parent S corporation pays tax on
the entire amount of income reported and passdsiltreemount through to its
shareholders. California law imposes a tax equ#ié minimum franchise tax to the
QSub.
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Under California law, S corporations are permitiedse the MACRS depreciation
system (described in Section 7 of this chapteherathan the ADR system. In addition,
California S corporations are not subject to thierahtive minimum tax. (See Section 13
of this chapter.)

11. CAPITAL GAINSAND LOSSES

Capital gains are profits from the sale of proparig other capital assets. Capital assets
are defined as all property except the followimgventories, property held for sale in the
ordinary course of business, depreciable businegsepty, and real property used in
business. Capital assets include real propentyl (éand buildings), personal property, and
intangible assets (such as stock).

Capital gains are measured as the difference battieeamount realized when the asset
is sold and the asset's basis (normally the ofiginechase price). Any amounts invested
in improvements are added to the basis; costseofdle are deducted from the sales
price. The gain is generally recognized in ther yka asset is sold or exchanged.

Capital gains classified as a different type obme from the "ordinary income" of a
corporation arising from its trade or businessvétts. Under both federal and
California law, corporate capital gains are taxegigame as ordinary income; that is,
they are fully includible in income subject to taldnder California and federal law,
corporate capital losses may be fully deductedragj@apital gains, but excess capital
losses cannot be deducted against ordinary incddoth California and federal law
provide that these excess losses may be carrie@ifdrfor five years and deducted
against capital gains in future years. Both lalsra100% capital loss carryforwards.
Federal law, but not California, permits a threaryearryback in addition to the
carryover.

12.  TAXCREDITS

Tax credits reduce tax liability dollar for dolldrt not below the annual minimum tax, if
applicable. Thus, they operate differently fronduletions, whose value in reducing tax
liability equals the amount of the deduction muiég by the highest marginal tax rate to
which the taxpayer is subject. (See Section higf¢hapter.)

Tax credits available under the corporation taxistended to provide businesses
incentives to engage in certain activities thatsmr@ally or economically desirable. Most
credits are also available to businesses thatifiteer the Personal Income Tax Law. The
amount of tax credits allowable in any taxable y®aay be limited by the taxpayer's
alternative minimum tax liability or by tentativeimmum tax. (See Section 13 of this
chapter for further information.)

Some of the tax credits allowed in state law amglar to credits offered in federal law.
However, in most cases, the federal credit amaangtgreater because the federal tax
burden is approximately four times greater thanf@alia's. This can be seen by
comparing the rate structures: California's caapeorate is 8.84%, while the top federal
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corporate rate is 35%. As a result, many statenmectax credits patterned after federal
credits are roughly one-fourth the size of the fableredit.

Several of the major credits in California CorpamatTax Law are described below:

2008-2009 Credit Limitation. For taxable years beginning on or after Januap@g8
and before January 1, 2010, business creditsraitedl for taxpayers with income
subject to tax greater than $500,000. Total bgsimeedits are limited to 50% of tax
(before the application of credits). The carryoperiod for any credit that is limited is
increased by the number of taxable years the cfedény portion thereof) is not
allowed.

Credit Assignments. Effective for taxable years beginning on or afiely 1, 2008, a
member of a combined reporting group, when cedairditions are met, may make an
irrevocable assignment of a credit or availablelitrearryover to another member of the
combined reporting group. Assigned credits mayde to reduce tax in taxable years
beginning on or after January 1, 2010.

Several of the major credits in California CorpamatTax Law are described below:

Donated Agricultural Product Transportation Credit. Taxpayers may claim a tax
credit equal to 50% of the costs for transportingated agricultural products to a
nonprofit organization.

Upon receipt or delivery of the donated agricultpraduct, the nonprofit organization
must provide the transporter a certificate signedl@ated by an authorized representative
of the organization. The certificate must staterthme and address of the recipient
organization, the type and quantity of the prodimtated, the distance the product was
transported, the name of the transporter and #tp&ateer donor, and that the product was
donated pursuant to the Food and Agriculture Cdade taxpayer must provide a copy

of the certificate to FTB upon request.

The agricultural products transportation creditleggpto taxable years beginning on or
after January 1, 1996. This credit may be camiesl until exhausted and may not
reduce the tax below tentative minimum tax for Ajdrposes.

Farmworker Housing Credit. For both personal income and corporation taxfgye
California law allows a 50% credit for the qualdieosts of construction or rehabilitation
of qualified farmworker housing beginning Januaryt497.

For banks and financial corporations, California Eso allows a 50% credit on below-
market rate loans used to finance the constructioehabilitation of qualified
farmworker housing. The credit equals 50% of tifieicince between the amount of
interest income that would have been collected bagrik or financial corporation had the
loan rate been one point above prime and the lesseunt of interest income actually
due for the term of the loan.
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The aggregate amount of both credits availabl@alfocation cannot exceed $500,000 for
any taxable year. However, any unallocated créglit®ver during one year may be
carried forward for allocation during subsequerdrge

The farmworker housing credit applies to taxablergdeginning on or after January 1,
1997 and continues indefinitely. This credit maydarried over until exhausted and may
not reduce the tax below tentative minimum taxAMT purposes.

Disabled Access Credit. For both personal income and corporation taxzye
California law allows a 50% credit to eligible sialisinesses for expenses incurred up
to $250 to comply with the federal Americans witlsdbilities Act of 1990. The
disabled access credit applies to taxable yearnsihieg on or after January 1, 1996 and
continues indefinitely. This credit may be carr@abr until exhausted and may not
reduce the tax below tentative minimum tax for Ajdrposes. There is also a
comparable federal credit.

Enhanced Oil Recovery Credit. Federal law allows taxpayers an enhanced civeny
credit that is combined with several other crettitform the general business credit.

This credit is allowed in an amount up to 15% @& thxpayer's qualified enhanced oil
recovery costs. The qualified costs are defineahasunts paid or incurred for qualifying
tangible property that may be depreciated or amexitand are an integral part of a
gualified enhanced oil recovery project involvingecor more tertiary recovery methods.
If a credit is allowed for these costs, the amaitherwise deductible or required to be
depreciated or recovered through depletion musétheced by the amount of the
allowable credit.

The California enhanced oil recovery credit amasmine-third of the taxpayer's allowed
federal enhanced oil recovery credit. The statditapplies only to oil recovery projects
located within California.

A taxpayer's election not to take the credit fatefial purposes prevents the taxpayer
from claiming a state credit.

The enhanced oil recovery credit applies to taxgeées beginning on or after January 1,
1996 and continues indefinitely. This credit maydarried over for up to 15 years and
may not reduce the tax below tentative minimumfteXAMT purposes.

Community Development Financial Institution Deposit Credit. Under the

Corporation Tax Law and the Personal Income Tax,laaeredit is allowed for 20% of
the amount of each "qualified deposit" into a "commity development financial
institution" (CDFI). A qualified deposit is defideas is equal to or greater than $50,000
and made for a minimum duration of 60 months. ARCIS defined as a private financial
institution located in California and certified the California Organized Investment
Network (COIN) as an entity with community develogmhas its primary mission.

CDFIs may lend in urban, rural, or reservation-dasammunities in California. A CDFI
may include a community development bank, a comtyul@velopment loan fund, a
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community development credit union, a micro-entegpfund, a community
development corporation-based lender, and commudeitglopment venture fund.

The aggregate amount of qualified deposits madalligxpayers is limited to $10
million for each calendar year, thus limiting tredwe of the credit to $2 million annually.

Any previously allowed credit will be recapturedhi qualified deposit is withdrawn
before the end of the 60th month and not re-depsit reinvested in another CDFI
within 60 days. However, the recapture penaltguger if the full amount invested is not
withdrawn. An amount equal to 20% of any reductiothe qualified deposit will be
recaptured if the qualified deposit is reduced keetbe end of the 60th month, but not
below $50,000.

This credit is effective for taxable years begimnon or after January 1, 1997 and before
January 1, 2012. This credit may be carried oweup to four years and may not reduce
the tax below tentative minimum tax for AMT purpsese

Employer-Provided Child Care. California allows credits to employers undertbitte
personal income tax and the corporation tax foviging child care services to their
employees.

Specifically: (a) a 30% credit is allowed to emy@os or building owners for the costs of
start-up expenses related to establishing or expgradchild care program or
constructing an on-site or near-site child cardifgdor employees' or tenants'
dependents; (b) a 30% credit is allowed for emplapsts to operate child care
information and referral services, with a maximuatiar credit; and (c) a 30% credit is
allowed for employer contributions to child careasigements for employees' children
under the age of 12, such as on-site service, cbased service, home provider care or
in-home care; this credit cannot exceed $360 par yer child. Only amounts paid
directly by employers to child care providers giyalor the credit. These credits sunset
at the end of 2012. There are no comparable fededits.

Low Income Housing Construction and Rehabilitation. California allows a tax credit
against the personal income tax, corporation taa,iasurance gross premiums tax for
construction or rehabilitation of low-income hougin California. The credit is equal to
30% of amounts invested and is claimed over foary€9%, 9%, 9%, and 3%). Except
in certain cases, it is available in addition te tomparable credit offered under federal
law (9% annually for 10 years for nonsubsidizeddiog, 4% annually for 10 years for
subsidized housing).

To qualify for the state credit, a taxpayer museree an allocation from the Tax Credit
Allocation Committee, and the rents must be manat@iat low-income levels for 30
years (compared to 15 years for the federal creéivy buildings located in certain areas
or census tracts, the federal credit must be retfaehe state credit to be claimed.

Corporations may elect to assign any portion ofctleglit to an affiliated bank or
corporation. This credit can reduce regular tdepweentative minimum tax. The state

61



CHAPTER 2C
CORPORATION TAX

credit will remain in effect as long as the fedemadit remains in effect. The federal
credit was made permanent by the Revenue Recdiunliact of 1993. Federal law
provides more than $50 million in credits annu&thyCalifornia. California offers $70
million in state credits.

Resear ch Expenditures. California allows a tax credit under the perganeome tax

and the corporation tax for incremental researgierditures made during the year. The
credit is closely patterned after the federal drimgiqualified research expenses. SB 705
(Sher), Chapter 77, Statutes of 1999, increasedrdubt from 11% to 12% of the excess
of the qualified research expenses over a spe@iecentage of the average annual gross
receipts for the four preceding taxable years, (it base amount). The percentage was
increased to 15% by AB 511 (Alquist), Chapter 18ftutes of 2000. This credit can
reduce regular tax below tentative minimum tax isralowed indefinitely.

In addition, taxpayers may elect an alternativeanental research credit, which is
substituted for the regular research credit. téxaayer makes this election, the taxpayer
is assigned a three-tiered fixed-based percenkegestlower than the fixed-based
percentage allowed under the general research.credi

Enterprise Zones (EZs), Targeted Tax Areas (TTAS), Manufacturing Enhancement
Areas (MEAS), and Local Agency Military Base Recovery Area (LAMBRA)
Incentives. California provides an array of tax incentivestisinesses and their
employees located in designated EZs, TTAs, MEAsIaAMBRAS. These designated
zones and areas are economically depressed ardasstéite designated by the
Department of Housing and Community Developmengectl incentives include:

° For EZs A tax credit for sales or use taxes paid orptlrehase of qualified
machinery and machinery parts, (which can redugelae tax below tentative
minimum tax (TMT); a tax credit to employers forges paid to qualified
employees working in the zone (which can also redagular tax below
TMT); a tax deduction for net interest income agsfrom loans made to zone
businesses; expensing of all or part of the coguafified property; and a
special 15-year, 100% net operating loss carrytiveffset zone income.

° For TTAs A tax credit for sales or use taxes paid orpilvehase of qualified
machinery and machinery parts, a tax credit foreggupid to qualified
employees working in the targeted tax area, expgrddi all or part of the cost
of qualified property, and a special 15-year, 10@8boperating loss carry-
over to offset targeted tax area income. Bothitse@dn
reduce regular tax below tentative minimum tax.

° For MEAs A credit for wages paid to qualified employeewking in the
MEA.

° For LAMBRA. A tax credit for sales or use taxes paid orpilvehases of
gualified machinery and machinery parts; a tax ittecemployers for wages
paid to qualified employees working in the aregyensing of all or part of the
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cost of qualified property; and a special 15-y&80% net operating loss
carryover to offset area income.

These tax advantages are available during the ablye of each designated EZ, TTA,
or MEA, and during the eight-year life of each desited LAMBRA. Federal law
provides limited benefits to a very small numbefEipowerment Zones" and
"Enterprise Communities”. Some of these federaks@artially overlap California's
geographically-based economic incentive areas.ioRe®f overlap include Los Angeles,
Santa Ana, San Diego, San Francisco, Oakland, iaiggounty, Watsonville, and
Fresno.

Prior Year Alternative Minimum Tax (AMT) Credit. While AMT ensures that a
taxpayer's tax liability is not reduced to zerotéy preferences, the intent is not to
eliminate the use of the tax preferences, but terdeem. (See Section 13, following,
for a discussion of AMT.) The prior year AMT credi allowed for AMT paid in a prior
year by taxpayers that are not liable for AMT ie tturrent year. The amount of the
allowable credit in any tax year is limited to tlegular tax less the refundable credits
(with no carryover provisions and the credit fords paid to other states). The credit
may be claimed by both personal income and banlcamqbration tax filers.

Prison InmateLabor. A credit is allowed for 10% of the amount of vwagaid to each
prisoner employed in a joint venture pursuant tagreement with the Director of
Corrections.

13.  ALTERNATIVE MINIMUM TAX (AMT)

Corporate taxpayers that take advantage of cadaipreferences (exemptions, deferrals,
or deductions) must compute an AMT at a 7% ratepaydthis if it exceeds the amount
of regular tax due. The purpose of AMT is to eedhiat taxpayers who take advantage
of special tax reduction provisions in the tax cpdg at least some minimum amount of
tax on income receiving preferential treatmenteSehAMT rules generally conform to
federal law, which imposes the corporate AMT aD%2Zate.

Computation of the AMT is rather complex. In siifiptl terms, the taxpayer is required
to first compute the regular tax, using the rulesadibed in this chapter and applying the
regular corporate rate of 8.84%. Then the taxpayest compute the "tentative
minimum tax," which is calculated by including maneome and by adding back certain
tax preferences that were claimed during the éastulation, then subtracting an
exemption amount ($40,000 for corporations) andyapgp the AMT tax rate of 7% to

the difference. If the "tentative minimum tax'higher than the computed regular tax,
then the difference is the AMT due, which must ba&lpn addition to the regular tax.

A simple example of this procedure is shown in €&hl

These rules for corporations generally apply tepeal income taxpayers as well.
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AMT has an important interaction with tax creditdost credits can reduce regular tax
down to, but not below, TMT. However, specificdite are available to reduce regular
tax below TMT to determine a taxpayer's regularli@bility. These credits include:

° Enterprise zone hiring credit;

° Enterprise zone sales or use tax credit;

° LARZ hiring credit carryover;

° LARZ sales or use tax credit carryover;

° Los Angeles Revitalization Zone (LARZ) constructionng credit carryover;
° Low-income housing credit;

° Manufacturers' investment credit carryover.

° Program area hiring credit carryover;

° Program area sales or use tax credit carryover;
° Research and development credit;

° Solar energy credit carryover; and,

° Targeted Tax Area hiring credit.

In addition, the solar energy credit carryover aothmercial solar energy credit
carryover can reduce a taxpayer's alternative mumrtex liability.
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TABLES

EXAMPLE: COMPUTATION OF ALTERNATIVE MINIMUM TAX (AMT)
FOR A HYPOTHETICAL CORPORATION
Regular Tax Computation:

1) Income of $500,000 less deductions of $300;000
Net Income of $200,000 times 8.84% rate =

Regular Tax of . . ... . e $17,680
2) Tentative Minimum Tax Computation:
I ncome of $500,000 less deductions of $300,000
plusincome adjustments of $50,000 plus tax prefereaddsed back of $100,000 =
Alternative Minimum Taxable Income of $350006ss exemption of $40,000 =
$310,000 times 7.0% rate =
TentativeMinimum Taxof . ......... ... ... . . . $21,700

3) Difference between Tentative Minimum Tax and Regular Tax
[$21,700 less $17,680] =

AMOUNT Of . . oo $ 4,020
4) Total Tax Computation:
Regular Tax plusAMT [$17,680 plus $4,020] =
Total Tax Liabilityof. . .......... ... . . .. $21,700

Tax preference items and required adjustmentsearerglly similar to those in federal
law. Specific rules for computing each of these@ovided in the law.
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14. TAX EXEMPT ORGANIZATIONS

In 2006-07, approximately 93,000 organizationdfileturns as exempt from the
corporation tax. In general, these organizati@mshe described as nonprofit
educational, religious, charitable, literary, stikr civic, fraternal, and social
organizations. State and federal rules for quialifyas a tax-exempt organization are
nearly identical.

There are restrictions on the amount of lobbying/imich such organizations may engage
and retain their tax-exempt status.

Certain nonprofit business and labor organizatiohnambers of commerce, real estate
boards, cemeteries, certain political organizatiansl various beneficiary and retirement
organizations may qualify for tax exempt status.

Almost all organizations that are exempt from tbeporation tax nonetheless are subject
to tax on "unrelated business income" (UBI) in esscef $1,000 per year. The UBI is
income from a trade or business activity that gutarly carried on and is not related to
the organization's exempt purpose. The tax ratdBins the regular corporate rate of
8.84%. Businesses that are taxed on UBI are mp¢stto the minimum franchise tax.

15. REVENUE

The corporation tax is the third largest sourc&eheral Fund revenue. In fiscal year
(FY) 2006-07 it generated almost $11.2 billion.

16. ADMINISTRATION

The FTB administers the corporation tax, and astharged with setting the bank tax
rate each year.

For taxable years beginning before January 1, 28&ttmated payments of tax liability
are due in quarterly increments of 25% of estimégdallity each, beginning 4 months
and 15 days after the beginning of the taxable.y&ae first estimated tax payment may
not be less than the minimum franchise tax, if mpple. Additional payments of 25%
of estimated tax are due on the 15th day of thedith and 12th months of the taxable
year. Taxpayers are subject to penalties if estichpayments remitted over the course
of the year are less than prescribed minimum péaiges of tax liability.

For taxable years beginning on or after Janua@pQ9, required estimated payments
were revised from four equal installments to tHeWing:

o 1st quarter installment 30% of estimated tax
o 2nd quarter installment 30% of estimated tax
o 3rd quarter installment 20% of estimated tax
o 4th quarter installment 20% of estimated tax

66



CHAPTER 2C
CORPORATION TAX

Additionally, corporate taxpayers who are not reegiito make an estimate payment
installment in the first quarter are required takméhe following installment payments in
subsequent quarters

o 2nd quarter installment 40% of estimated tax
o 3rd quarter installment 30% of estimated tax
o 4th quarter installment 30% of estimated tax

Returns are due on the 15th day of the third m@itbwing the close of the taxable
year.

Taxpayer appeals of disputed tax assessments ae first to the FTB, then to the
Board of Equalization (BOE). After payment, taxpesymay appeal in the courts.

Taxpayers may post deposits with FTB in lieu ofipgydisputed tax assessments.
Taxpayer appeals of denied refund claims may beeredter to the BOE or in state
court.

The paperless automatic extension program, sinaldre program for personal income
taxpayers, grants a seven-month automatic extensiome to file the tax return for all
corporations that are not suspended. Californik®and corporations are still required
to pay 100% of the current tax liability by the A%tay of the third month following the
close of the taxable year. Taxpayers who owe ihdik tax would be required to send in
their payment coupon by their original due date.

As under current law, taxpayers who do not pay 100%e tax liability by their original
due date will owe interest and will be assessedtieepayment penalty. A return filed
by the extended due date, with or without 100%heftax liability paid by the original
due date, will be considered to be a timely-fileturn.

Electronic Funds Transfer Requirement. Taxpayers subject to the Corporation Tax
Law and that meet certain requirements must pagalliabilities, both estimated
payments and any tax due with the return, via edaat funds transfer.

In general, taxpayers subject to Corporation Tax haust pay via electronic funds
transfer if any quarterly estimated tax paymentexis $20,000 or their total tax liability
exceeds $80,000. In addition, any taxpayer mayelesgronic funds transfer if FTB
grants permission to a request from the taxpayer.

17.  CODE

California Constitution, Article Xlll, Sections 2d 27

Revenue and Taxation Code, Division 2, Part 10e2ti6ns 18401-19802 and
Part 11, Sections 23001-25141

67



68

CHAPTER 2C
CORPORATION TAX



